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In the United States Circuit Court of

Appeals for the Ninth Circuit

No. 7544

Keck Investment Company, a Corporation,

petitioner

V.

Commissioner of Internal Revenue, respondent

ON PETITION FOR REVIEW OF DECISION OF THE UNITED
STATES BOARD OF TAX APPEALS

BRIEF FOR RESPONDENT

OPINION BELOW

The only previous opinion in this case is that of

the United States Board of Tax Appeals (R. 18-

31), reported in 29 B. T. A. 143.

JURISDICTION

The petition for review involves a deficiency in

Federal income tax in the amount of $19,805.58

determined against the petitioner for the calendar

year 1923. The decision of the Board of Tax Ap-

peals was entered October 25, 1933 (R. 32), and the

case is brought to this Court on a petition for re-

(1)



view filed January 22, 1934 (R. 32-44), pursuant

to Sections 1001 and 1003 of the Revenue Act of

1926, c. 27, 44 Stat. 9, 109, 110, as amended by Sec-

tion 1101 of the Revenue Act of 1932 c. 209, 47 Stat.

169.

QUESTIONS PRESENTED

I. Whether petitioner sustained a deductible loss

of $250,594.50 in 1923 upon the exchange by it of

stock in the Miley-Keck Oil Company for stock in

the Pacific Oil Company.

II. Whether petitioner was formed or availed of

for the purpose of preventing the imposition of the

surtax upon its stockholders, rendering it liable for

the year 1923 for the additional tax imposed by Sec-

tion 220 of the Revenue Act of 1921.

III. If so, whether Section 220 of the Revenue

Act of 1921 is unconstitutional.

STATUTES AND REGULATIONS INVOLVED

The statutes and regulations involved are set

forth in the Appendix, infra, pp. 27-30.

STATEMENT

The Board's findings of fact, based upon an

agreed statement of facts, together with evidence

adduced at the hearing before it, are set out in full

on pages 19 to 24, inclusive, of the record.

Petitioner was incorporated November 17, 1922,

under the laws of California and ever since has been

and now is a corporation with its principal place of

business at Los Angeles. On or immediately prior
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to the date of its incorporation, William M. Keck

and Alice B. Keck offered to transfer to the peti-

tioner certain property owned by them as consider-

ation for the issuance to them of 19,997 shares of

petitioner's capital stock and assumption by peti-

tioner of notes payable in the total sum of $445,000.

The description of the property so offered, and the

price at which offered (payable as above indicated),

.are as follows (R. 20, 73) :

625,000 shares of capital stock of Superior Oil Company- $625, 000. 00

5,000 shares of capital stock of Star Petroleum Com-

pany 70, 000. 00

: 999,980 shares of capital stock of Keck Drilling Cor-

poration 500, 000. 00

321,275 shares of $1.00 par value of capital stock of

Miley-Keck Oil Company 1,285,100.00

Total stocks 2, 480, 100. 00

TNfotes receivable 150,000.00

Petitioner accepted this offer, and on November

17, 1922, the above stocks and notes receivable were

transferred and assigned to petitioner and peti-

tioner in turn issued to William M. Keck and Alice

B. Keck in equal portions the 19,997 shares of its

$100 par value stock and assumed notes payable in

the sum of $455,000. In addition, petitioner issued

three more shares of its capital stock for cash at

par (R. 20, 73).

In July 1923 petitioner exchanged the 321,275

shares of Miley-Keck Oil Company stock for capi-

tal stock of Pacific Oil Company having a readily

realizable market value of $1,285,100. This ex-

*change was not in pursuance of a plan of reorgani-



zation, and petitioner was not in control of the*

Pacific Oil Company after the exchange. Peti-

tioner entered the Pacific Oil Company stock thus

acquired upon its books at $1,285,100, and no gain

or loss upon the exchange was reflected on its books

or reported in its 1923 income-tax return (R. 21,

100).

On November 17, 1922, the Miley-Keck Oil Com-

pany owned oil and gas leases on sixty separate

parcels of land near Los Angeles. On that date

the total liabilities of the Miley-Keck Oil Company
exceeded the value of all of its other properties by

$357,368.35. Its authorized and outstanding capi-

tal stock consisted of 1,000,000 shares of common
stock of $1 par value (R. 22-23, 75).

The balance sheet of petitioner after acquisition

of the above properties in exchange for its stock

on November 17, 1922, and comparative balance

sheets as of the beginning and ending of 1923 (tax-

able year under review) are set out in the Board's

findings (R. 21, 22). Petitioner's balance sheets

disclose a paid-in surplus of $175,400. They also

disclose an earned surplus of $498,721.12 at the be-

ginning of 1923, and $657,397.07 at the end of 1923,

or an increase of $158,675.95 during the taxable

year. During 1923 petitioner paid dividends of

$50,000 (R. 22).

Petitioner filed its income-tax return for 1923

with the Collector of Internal Revenue at Los An-

geles, disclosing the following items of gross income
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and deductions, net taxable income, and tax due

(R. 99-114) :

GROSS INCOME

Interest on bank deposits, notes, mortgages,

and corporation bonds $31, 882. 45

Profit from sale of real estate, stocks, bonds,

and other capital assets 75, 754.00

Dividends on stocks of domestic corpora-

tions 146,966. 44

Total $254, 602. 89

DEDUCTIONS

Interest $16, 860. 92

Taxes 2, 580. 00

Dividends 146, 966. 44

Other deductions:

Brokerage $2, 022. 93

Transfer charges, etc 354. 43

Legal and professional fees 5, 150. 00

General office expenses 1, 445. 85
8, 973. 21

Total deductions 175,880.57

Net income 79,222.32

Tax due 9,902.79

Upon investigation and audit of petitioner's re-

turn for 1923, the respondent determined that pe-

titioner was formed or availed of for the purpose

of preventing imposition of the surtax upon its

stockholders through the medium of permitting its

gains and profits to accumulate instead of being

distributed, and that it was liable for the additional

tax imposed by Section 220 of the Revenue Act of

1921. Petitioner appealed to the Board of Tax
Appeals, denying its liability under Section 220

and asserted that it had sustained a loss of $250,-

594.50 upon the exchange of its Miley-Keck Oil

Company stock for Pacific Oil Company stock in



July 1923. The Board of Tax Appeals disallowed

petitioner's alleged loss because not sustained by

the evidence, and found that petitioner was organ-

ized primarily as a holding company for holding

certain investments of William M. Keck and Alice

B. Keck ; that it so operated during 1923 ; and that

the respondent had properly determined petitioner

to be liable for the additional tax imposed by Sec-

tion 220 of the Revenue Act of 1921 (R. 29, 30).

SUMMARY OF ARGUMENT

Petitioner, a corporation organized November 17,

1922, exchanged its capital stock for property con-

sisting of corporate stocks and notes receivable

which were offered to it and accepted by its officers

at prices agreed to at the time and which appear

to represent the fair market value at that date of

the property received by petitioner in exchange for

its stock. Petitioner was organized as a holding or

investment company for the purpose of holding the

securities transferred to it and was operated for

that purpose during the year 1923. During the

years 1922 and 1923 petitioner accumulated sub-

stantial profits which were not distributed to its

stockholders as dividends and which were found to

be greatly in excess of the business needs of the

petitioner.

The respondent determined that during the year

1923 the petitioner was availed of for the purpose

of preventing any imposition of surtaxes against



its stockholders and that it was liable for the addi-

tional tax imposed by Section 220 of the Revenue

Act of 1921. Petitioner appealed to the Board of

Tax Appeals, denying that it was availed of for

this purpose and alleging that it had sustained a

loss during the year 1923 upon the disposition of

certain stocks acquired upon incorporation. The

Board of Tax Appeals found that no loss had been

sustained upon the transaction in question. Its

findings and decision upon this issue are supported

by the evidence and should be affirmed.

The Board of Tax Appeals sustained the re-

spondent's determination that the petitioner was

availed of during the year 1923 for the purpose of

preventing the imposition of surtaxes upon its

stockholders through the medium of permitting its

gains and profits to accumulate instead of being

distributed to its stockholders. The Board's find-

ings and decision on this issue are supported by

the evidence and should be affirmed.

The provisions of Section 220 of the Revenue

Act of 1921 imposing an additional tax upon any

corporation formed or availed of for the purpose

of preventing the imposition of the surtax upon
its stockholders through the medium of permitting

its gains and profits to accumulate instead of being

distributed are not in violation of the Federal Con-

stitution.

110368—3E



ARGUMENT

I

The finding of the Board of Tax Appeals that no loss

was sustained by petitioner in 1923 upon the exchange
of Miley-Keck Oil Company stock for Pacific Oil Com-
pany stock is supported by the record

Since if the petitioner sustained a loss of $250,-

594.50 for the year 1923 as alleged and there will

be no further tax due, that question will be con-

sidered first.

On or immediately prior to November 17, 1922,

William M. Keck and Alice B. Keck agreed to sell

certain assets to the petitioner at prices stated in

their offer, and agreed to accept as payment a spec-

ified number of shares of stock of the petitioner

and assumption by the petitioner of certain liabili-

ties owed by them. The offer was accepted and

payment made in the form agreed upon. Any
gain or loss realized by the petitioner upon subse-

quent sale or other disposition of all or any part

of the assets thus acquired must be determined on

the basis of their cost to the petitioner. Revenue

Act of 1921, Section 202 (a).

In 1923 petitioner disposed of 321,275 shares of

Miley-Keck Oil Company stock, receiving therefor

other stock having a readily realizable market value

of $1,285,100. Any gain or loss recognized for tax

purposes in 1923 upon this exchange is the differ-

ence between the cost to the petitioner of the Miley-

Keck Oil Company stock and the readily realizable

market value of the property received in exchange.
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The parties are agreed as to the readily realizable

market value of the Pacific Oil Company stock re-

ceived by petitioner. The respondent determined

the cost of the Miley-Keck Oil Company stock did

not exceed the value set upon the petitioner's books,

which was the price at which the stock was offered

to it, and determined that no loss had been sus-

tained by the petitioner. The Board of Tax Ap-

peals sustained the Commissioner's determination

without making any specific finding as to cost of

the Miley-Keck Oil Company stock, merely saying

that petitioner 's evidence did not overcome the pre-

sumption of correctness which attaches to the re-

spondent's determination.

Although petitioner's pleadings fail to allege spe-

cifically that the 321,275 shares of Miley-Keck Oil

Company stock cost it $1,535,694.50 (R. 6, 35, 36,

42) , and the discussion in its brief is rendered some-

what confusing by the use of the words '

' fair mar-

ket value" on November 17, 1922, where the "cost"

is controlling (Br. 9, 13, 15), the question whether

petitioner sustained a loss of $250,594.50 upon the

exchange in 1923 depends upon whether petitioner

has proved a cost in the amount claimed. Respond-

ent determined that the petitioner's cost did not

exceed $1,285,100. His determination is prima

facie correct. Williams v. Comfmissioner, 45 F.

(2d) 61 (C. C. A. 5th) ; Commissioner v. Swensen,

56 F. (2d) 544 (C. C. A. 5th) ; Matem v. Commis-
sioner, 61 F. (2d) 663 (C. C. A. 9th) ; Old Mission
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p. Cement Co. v. Comrnissioner, 69 F. (2d) 676

(C. C. A. 9th). The Board of Tax Appeals sus-

tained the respondent's determination and its find-

ing in this respect (R. 26) must be sustained if

there is any evidence to support it. Phillips v.

Commissioner, 283 U. S. 589; Matern v. Commis-

sioner, supra; American Sav. Bank c& Trust Co. v.

Burnet, 45 F. (2d) 548 (C. C. A. 9th) ; Old Mission

P. Cement Co. v. Commissioner, supra.

Under the facts of this case the cost to the peti-

tioner of the property acquired from William M.

Keck and Alice B. Keck is the value of its stock

issued for such assets. The usual method of valu-

ing stock issued for property where there is no

market value for the stock is to say that the stock

is deemed equivalent in value to the value of the

property for which it was issued. ScJioenheit v.

Lucas, M: F. (2d) 476 (C. C. A. 4th), affirming 14

B. T. A. 33 ; Patterson v. Commissioner, 42 F. (2d)

148 (C. C. A. 2d), affirming 10 B. T. A. 469;

McEtvan v. Commissioner, 26 B. T. A. 726; Rauh
Realty Co. v. Commissioner, 26 B. T. A. 48 ; Evans

V. Commissioner, 29 B. T. A. 710 ; Hess v. Commis-

sioner, 24 B. T. A. 475; Meyer v. Commissioner,.

23 B. T. A. 1201; Hodgkins v. Commissioner, 12

B. T. A. 375, reversed on another issue, 44 F. (2d)

43 (C. C. A. 7th), certiorari denied 283 U. S. 825.

At the trial below petitioner undertook to prove

by the testimony of the witness Keck that the assets

other than Miley-Keck Oil Company stock had a
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value on November 17, 1922, equal to the price at

which they were offered to petitioner, which price

was accepted and entered upon petitioner's books

(R. 52-56), and alleges error on the part of the

Board in failing to make specific findings of these

values (R. 41-42). Respondent has not questioned

any of the values used by the parties to the original

transaction, but the testimony of the witness leaves

some doubt as to whether the value placed upon

Keck Drilling Company stock and Superior Oil

Company was excessive (R. 57-71). The value of

Keck Drilling Company stock was based largely

upon a supposed good will, and there is no explana-

tion of why the company had to discontinue opera-

tion, or how its good will, if any, could have dis-

appeared in such a short time. And the testimony

relating to the financial condition of Superior Oil

Company, and unwillingness or inability of stock-

holders to provide the necessary financial assist-

ance, does not convince one tlaat the stock was

worth more than its par value, or that the value

placed upon it by the parties at that time was

"conservative."

Accepting as correct the value placed upon other

assets transferred to petitioner at the time of

transfer, it is necessary to consider whether peti-

tioner has proved a value of $1,535,694.50 on No-

vember 17, 1922 for the Miley-Keck Oil Company

stock. Petitioner argues that this value was estab-

lished by the "uncontradicted" testimony of the
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witness Keck (Br. 14-15). Petitioner overlooks

the fact that there is an abundance of other evi-

dence in the record which supports the vahie placed

upon the same stock by the same witness when he

offered it to petitioner. Disregarding for the

moment the presumption of correctness which at-

taches to the respondent's determination the action

of the witness in placing a value upon this same

stock in 1922 for the purpose of a sale (or ex-

change), the profit from which would not be tax-

able to him (Revenue Act of 1921, Section 202 (c)

(3)), is far more convincing than his testimony

ten years later under the circumstances of this

case. Furthermore, the witness does not explain

why he deliberately undervalued the Miley-Keck

Company stock in 1922 when it is perfectly clear

from the record that the other securities trans-

ferred were valued for all they were worth, and

probably more. There was no "free and unre-

stricted market" for Miley-Keck Oil Company

stock at the time (R. 84, Br. 13), and petitioner

did not offer at the trial to prove that the book

value of the stock on November 17, 1922, exceeded

the value placed upon it by him for the purpose of

the exchange. Petitioner was a director of Miley-

Keck Oil Company at the time of the transfer and

was in possession of all available information on

which to base his offer. He was likewise an officer

or director of the other companies the stock of

which was included in the same offer (R. 50).
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The Board is not, as petitioner argues, bound by

the "uncontradicted" valuation testimony of an

expert witness on a question of valuation when

there is also other evidence of record upon which

to base its finding. The Board is required to, and

in this case did, give such weight to the testimony

of the witness Keck as it seemed to merit. Cf.

Patterson v. Commissioner, 42 F. (2d) 148 (C. C.

A. 2d), affirming 10 B. T. A. 469. A review of his

testimony, however, fails to carry conviction. The

only basis given for his opinion of the value of

each block of stock transferred to petitioner was

that he was an officer or director and familiar with

the properties of the particular company (R. 50-

56). In the case of Miley-Keck Oil Company he

enlarged upon this to ihe extent of saying that the

property of the company " consisted of a good

many small pieces in the town site of Huntington

Beach * * *" (R. 51). On cross-examination

he admitted that the value fixed on direct exami-

nation was his "present opinion of the then value

of the stock" (R. 67). The witness was sufficiently

qualified as an expert, but the basis of his valua-

tion in each instance is insufficient to justify ac-

cepting his opinion to the exclusion of other evi-

dence.

It is also to be noted that the witness's testimony

in many respects is rather indefinite (R. 51, 57, 61,

63-70), while his testimony as to values is in each

instance most positive. When asked the year in
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which Keck Drilling Company discontinued busi-

ness he had to be prompted (R. 57). He was

rather indefinite as to the percentage of Superior

Oil Company stock owned by petitioner (R. 61),

and the balance sheets of the Superior Company
(R. 93-98) show he greatly overestimated the per-

centage of stock owned by petitioner. On cross-

examination (R. 63-70) he showed a lack of defi-

nite knowledge about several matters.

Petitioner also offered the testimony of John R.

Roberts, an engineer revenue agent, in support of

the value for Miley-Keck Oil Company stock now

claimed. Petitioner argues (Br. 14, 17) that his

testimony was likewise uncontradicted. It should

be remembered that petitioner was attempting to

prove the cost to it of the Miley-Keck Oil Com-

pany stock, which in turn is determined by fixing

the value of Miley-Keck stock received in exchange.

Nowhere in his testimony does the witness Rob-

erts, as an expert, give his opinion of the value

either of petitioner's stock or of Miley-Keck Oil

Company stock on November 17, 1922. His testi-

mony was confined to the mineral value of proper-

ties owned by Miley-Keck Oil Company on Novem-

ber 17, 1922. Neither the report prepared by him

in 1927 (R. 84-85) nor his testimony (R. 46-49)

indicate that he actually visited the properties in

question or was in any way familiar with them on

the basic date. His report shows that his exami-

nation was commenced on October 29, 1927; was
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finished five days later; and the time spent on the

examination was only one and one-half days. The

report is admittedly based upon data furnished to

him by others, principally representatives of peti-

tioner, and the testimony of those who compiled

this information was not offered. Both his testi-

mony and the report fall far short of establishing

any value whatever for Miley-Keck Oil Company

stock. Evidence of the value of assets alone is not

necessarily sufficient to prove the value claimed for

Miley-Keck Oil Company stock. Cf. Oxford

Paper Co. v. United States, 52 F. (2d) 1008

(C. Cls.).

More important, however, is the fact that the

record fails to show that the Commissioner of In-

ternal Revenue was ever charitable enough to ac-

cept the witness's report as a correct determina-

tion of the value of oil properties of Miley-Keck

Oil Company. Petitioner argues (Br. 17) :

The Government accepted his valuation in

determining Petitioner's depletion and de-

preciation deductions. It would seem that

the Government should be bound by his val-

uation and should now be estopped to deny
it.

Not only does the record fail to show the report in

question was ever accepted by the Commissioner

as determinative of value, but obviously it had no

bearing on this petitioner's tax liability and was
not made the basis of petitioner's depletion and de-

preciation deductions because petitioner had none.
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With respect to the testimony of the witness Rob-

erts, the Board said (R. 26-27) :

The determination of the revenue agent in

1927 was for the purpose of determining a

correct allowance for depletion. It may or

may not have borne a direct relationship to

the fair market value of the shares of stock

of the Miley-Keck Oil Co. Even if it did

be^r such relationship to the total number
of shares outstanding, it is by no means

proved that the fair market value of 321,275

shares was at the same rate as the total num-
ber of shares outstanding, namely, 1,000,000.

The cases cited by petitioner (Br. 18-19) in sup-

port of its contention that the Board was bound by

the testimony of these two witnesses is not con-

trolling here because the Board has determined the

cost of Miley-Keck Oil Company on facts of rec-

ord, giving due consideration to the testimony in

question.

Petitioner also argues (Br. 17, 18) that there is

nothing in the record to indicate the Miley-Keck

stock was entered in petitioner's books at its fair

market value on November 17, 1922, and that there

is nothing to show any attempt was made by peti-

tioner's officers to determine fair market value.

This is a matter for petitioner to prove, and if not

shown by the record it cannot help petitioner's

case. As a matter of fact, however, the record con-

tains much to indicate that the value of the stocks

transferred to petitioner was determined by Keck
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and that value was made the basis of his offer. Pe-

titioner and the witness Keck are still maintaining

that the values used then, with the exception of that

of Miley-Keck Oil Company stock, was the fair

market value at that time.

II

The finding of the Board that petitioner was availed of

during 1923 for the purpose of preventing imposition of

the surtax upon its stockholders is supported by the

record and should be affirmed

In its opinion the Board said (R. 29, 30) :

The evidence indicates that the petitioner

was purely a holding or investment company
in 1923. All but one of its shares of stock

were held equally by William M. Keck and
Alice B. Keck, his wife. Interest and divi-

dends which were received by it in 1923, and
income from other sources, were used for

paying certain expenses and the balance was
principally availed of for further invest-

ment, with the exception of $50,000 which

was paid out as dividends to stockholders.
* * * After a careful consideration of

all of the evidence we conclude that the peti-

tioner was organized primarily as a holding

company for the purpose of holding certain

of the investments of William M. Keck and
Alice B. Keck. It was operated in 1923.

* * * Through the instrumentality of

the petitioner surtax was avoided by the two
principal stockholders upon all but $50,000

paid by the petitioner as dividends. The
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action of the respondent in holding the peti-

tioner liable to the 25-percent tax imposed

by section 220 of the Revenue Act of 1921 is

sustained.

While these statements by the Board appear in

its opinion, they constitute findings of fact (Emer-

ald Oil Co. V. Commissioner, 72 F. (2d) 681, 683

(C. C. A. 10th), and cases cited) and if supported

by any substantial evidence, the Board's findings

in this respect must be accepted.

In its brief (p. 21) the petitioner takes the posi-

tion that the testimony of William M. Keck is un-

contradicted and is controlling upon the Board.

From this testimony it is argued that the petitioner

did not '* retain any of its earnings during the year

1923 for the purpose of preventing the imposition

of the surtax upon its stockholders ", but that it

was necessary for the petitioner to retain its earn-

ings in order to procure bank credit and protect

the petitioner's investment in the stock of the

Superior Oil Company.

The petitioner properly takes the position in its

brief (p. 20) that "the determination of this issue

necessarily involves the determination of intent or

the state of mind of the officers of Petitioner."

Petitioner overlooks the fact, however, that the

declaration of intention made by the witness Keck,

the only officer of the petitioner who testified, is

not conclusive. In William C. De Mille Produc-

tions, Inc., V. Commissioner, 30 B. T. A. 826, 829,

the Board said

:



111 this case it is necessary to peer into the

mind of the taxpayer to determine its in-

tent. In this process the declaration of the

owning stockholder is important, but it is

neither conclusive in its character nor ex-

clusive of other evidence. In our search for

corroboration or negation of the declara-

tions, we may properly consider all other

pertinent facts, the attendant circumstances

and the normal inferences to be drawn there-

from. Ill short, though intent is a state of

mind, it is nevertheless a fact to be proven

and found as are other facts.

In arriving at its conclusions in this case the

Board followed the same course of considering "all

pertinent facts, the attendant circumstances and

the inferences to be drawn therefrom. '

' In arriv-

ing at its conclusion the Board was entitled to and

did give such weight to the declarations of the

witness Keck as in its opinion such declarations

merited.

Examination of all pertinent facts and attend-

ant circumstances clearly indicates that the

Board 's findings are supported by the record. In

the first place, the witness Keck was unquestion-

ably an interested witness. In considering his tes-

timony, as an officer of the petitioner declaring the

intention of the petitioner, we must at the same

time remember that as an individual who was bene-

fiting materially under the arrangement he might

have an entitrely different intention in performing

and conducting the business of the petitioner. Un-

der such circumstances, the weight to be given his
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testimony is peculiarly within the province of the

Board.

Another matter for consideration is the nature

of the petitioner's business, and not only the rea-

sons given for accumulating the large surplus it

did, but also the natural consequences of that ac-

cmnulation. Petitioner's brief states (p. 20) that

the petitioner was organized for many purposes,

"its main purpose being that of engaging in buy-

ing, selling, leasing, and developing oil proper-

ties." The witness Keck testified (R. 58') that

the activities of petitioner ''consisted mostly of

acquiring leases and properties and financing the

Superior Oil Company." He later testified

(R. 61) that both he and petitioner were instru-

mental in acquiring a great many of the leases sub-

sequently acquired by Superior Oil Company. It

is significant, however, that there is nothing in

petitioner's balance sheets to indicate that it had

acquired "leases and properties" as assets of its

own; and there is nothing in its 1923 income-tax

return to indicate that petitioner ever incurred any

expenses or received any income from its alleged

activity in acquiring leases for the Superior Oil

Company. The record discloses, and the Board

properly found, that the business actually engaged

in by the petitioner during the year 1923 was some-

thing entirely different from what the petitioner

and its witness maintain. Petitioner was not en-

gaged in buying, selling, leasing, or developing oil

properties. It was engaged in holding securities,
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most of which had been transferred to it by Wil-

liam M. Keck and Alice B. Keck, and collecting

and investing the proceeds and income derived

therefrom.

The argument that the surplus accumulated by

the petitioner was necessary for the protection of

its investment in the Superior Oil Company, and

was used for that purpose, is not convincing. The

witness Keck testified that the petitioner owned

approximately 40% of the stock of the Superior

Oil Company
;
yet inspection of the balance sheets

for the years 1923, 1924, and 1925 (R. 93-98) indi-

cates that at the end of 1923 t^&pSI&eiief' had is-

sued and outstanding 1,000,000 shares of preferred

stock and 3,000,000 shares of common stock, of

which petitioner owned 625,000 shares at the be-

ginning of 1923 and 930,012 shares at the end of

1923. At the end of 1924 the Superior Oil Com-

pany had issued and outstanding 1,857,203 shares

of preferred and 4,714,406 shares of common stock.

At the end of 1925 it had issued and outstanding

200,006,004 shares of preferred and 5,012,008

shares of common stock. It is difficult to under-

stand in just what manner the petitioner's invest-

ment in Superior Oil Company stock would have

been jeopardized by petitioner's failure to advance

the substantial sums diu-ing the years 1923, 1924,

and 1925 that it did. It is also to be noted that if

the petitioner had not been organized for the pur-

pose of holding and managing the investments of

William M. Keck, he would have—as one of the



09

principal stockholders and president of the Su-

perior Oil Company—performed the same services

for that company that, as president of petitioner,

he had the petitioner perform. Petitioner empha-

sizes the substantial amounts advanced to the Su-

perior Oil Company during the years 1923, 1924,

and 1925 (Br. 21, R. 59-62), but does not mention

the fact that these advances were largely repaid

during the years either in cash or in stock of the

Superior Oil Company. Nor does the petitioner

show the amount of income realized in the form

of interest received by it from Superior Oil Com-

pany on these advances. During 1923, the year

here involved, petitioner made total advances

amounting to $680,414, of which all but $74,650 was

repaid during the year, either in cash or in stock

(R. 88). Petitioner's income tax return for 1923

discloses the receipt of taxable interest in the

amount of $31,882.45 (R. 100), and since its bal-

ance sheet discloses no interest-bearing assets

other than notes receivable, it is to be inferred that

at least a substantial part of this interest was
received from the Superior Oil Company.

Insofar as the loan features of this case are con-

cerned it does not differ materially from United

Business Corporation of America v. Commissioner,

62 F. (2d) 754 (C. C. A. 2d), certiorari denied 290

U. S. 635; Williams Investment Co. v. United

States, 3 Fed. Supp. 225 (C. Cls.) ; and William

C. DeMille Productions, Inc., v. Commissioner, 30

B. T. A. 826. In those cases the petitioners used
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their funds to make substantial loans direct to

their stockholders, while here the petitioner's

funds were used to make substantial loans to its

stockholders' corporation, the Superior Oil Com-

pany.

As further indicating the purpose for which pe-

titioner was formed and operated, it is to be noted

that at the end of the year 1922, less than two

months after petitioner was incorporated, its bal-

ance sheet reflected an earned surplus of $498,-

721.12 (R. 22, 76). Petitioner has not explained

how this large profit was accumulated within such

a short period of time. Since its investments dur-

ing that period consisted principally of corporate

stocks, the only logical inference to be drawn from

this fact is that unusually large dividends were

paid late in 1922 by some of these corporations.

Whether the petitioner was organized for this pur-

pose or not, it would appear that the timely trans-

fer of the securities to the petitioner by William

M. Keck and his wife relieved them of a substan-

tial surtax on the amount shown as earned surplus

so soon after organization of the petitioner.

Prom a study of all of the evidence of record it

is clear that the petitioner was organized primarily

as a holding company for the purpose of holding

and managing the investments of William M. Keck

and Alice B. Keck. It also appears that its busi-

ness during the year 1923 was limited to the liold-

ing and managing of these investments. It was

not engaged in any other form of business. It
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paid no salaries to its officers, and in its tax return

(R, 101) indicates that it incurred only nominal

expenses during 1923. The evidence as a whole

clearly justifies the Board in sustaining the Com-
missioner's determination that the petitioner was

availed of during the year 1923 for the purpose of

preventing imposition of the surtax upon its stock-

holders. This decision in this respect should be

affirmed.

Petitioner argues (Br. 24r-29) that the question

whether there is a purpose to prevent imposition

of the surtax upon stockholders comes into impor-

tance only when the accumulated gains and profits

exceed the reasonable needs of its business. For

the purposes of this case this principle may be con-

ceded. Here, however, the petitioner has failed to

establish as a fact that its needs required the ac-

cumulation of such substantial surplus. The argu-

ment that the accumulated surplus was needed to

protect its investments is not convincing under the

circumstances. The same argument could be ap-

plied with equal force in the case of any purely

holding or investment company and would permit

unrestricted and indefinite future accumulations to

be used solely for investment purposes.

Petitioner also argues (Br. 30-31) that its

earned surplus at the end of 1923 was not a true

surplus because of the decline in value of Keck

Drilling Company stock. Petitioner does not ex-

plain how, for tax purposes, the fluctuation in

value of corporate assets can affect the surplus

shown in its books. Regardless of any deprecia-
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tion in value of this petitioner's assets the surplus-

shown on its books was its true surplus at the end

of 1923 for income-tax purposes.

The quotation set forth on pages 28-29 of peti-

tioner's brief, stated to be from the case of Com-

missioner V. Duke, 62 F. (2d) 1057 (C. C. A. 3d),

is, in fact, an extract from the decision of the Dis-

trict Court for the Western District of Kentucky

in R. C. Tway Coal Sales Co. v. Commissioner, 3

Fed. Supp. 668, 671. In that case the court found

on the evidence that the taxpayer had not been

availed of for the purpose of preventing imposi-

tion of the surtax upon its stockholders. We tind

nothing in that case which is in conflict with the

finding of the Board in the instant case that this,

petitioner was, in fact, availed of for the purpose

of imposition of the surtax upon its stockholders.

Ill

Section 220 of the Revenue Act of 1921 is not in violation

of provisions of the Constitution of the United
States

Petitioner attacks the constitutionality of Sec-

tion 220 of the Revenue Act of 1921 under which

the additional tax here involved is asserted. This

question needs no extended discussion here. This

same provision was held not to violate the Federal

Constitution in United Business Corporation of

America v. Commissioner, 62 F. (2d) 754 (C. C.

A. 2d), afarming 19 B. T. A. 809, and in an ex-

haustive opinion to which little can be added the

Court of Claims in Williams Investment Co. v.
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tinited States, 3 Fed. Supp. 225, reached the same

conclusion with respect to the validity of corre-

sponding provisions of the Revenue Acts of 1924

and 1926. Following the decision in the Williams

Investment Company case (rendered April 10,

1933) the United States Supreme Court on Octo-

ber 9, 1933, denied certiorari in the United Busi-

ness Corporation case.

Each of the legal arguments urged by counsel in

this case has been fully considered and disposed of

in the Williams Investment Company case. The

argument that the penalty imposed by Section 220

is greater than the penalty imposed for filing fraud-

ulent returns is unconvincing. The tax avoidance

sought to be prevented by this section is entirely

different, and in this case the surtax which peti-

tioner's stockholders would have had to pay on

the $146,966.44 dividends received, assuming they

had no other income, would have amounted to ap-

proximately $50,000, while the additional tax de-

termined against the petitioner under Section 220

is only $19,805.58.
CONCLUSION

The decision of the Board is correct and should

be affirmed.

Respectfully submitted.

FkANK J. WlDEMAN^

Assistant Attorney General.

SewALL Key,

F. E. YOUNGMAN,

Special Assistants to the Attorney General.

January 1935.



APPENDIX

Revenue Act of 1921, c. 136, 42 Stat. 227

:

Sec. 202. (a) That the basis for ascertain-

ing the gain derived or loss sustained from
a sale or other disposition of property, real,

personal, or mixed, acquired after February
28, 1913, shall be the cost of such property

;

except that

—

* * * * 3«-

(c) For the purposes of this title, on an
exchange of property, real, personal, or

mixed, for any other such property, no gain

or loss shall be recognized unless the prop-
erty received in exchange has a readily real-

izable market value • * * *

Sec. 214. (a) That in computing net in-

come there shall be allowed as deductions

:

(4) Losses sustained during the taxable

year and not compensated for by insurance
or otherwise, * * *

* * * * *

Sec. 220. That if any corporation, however
created or organized, is formed or availed

of for the purpose of preventing the imposi-
tion of the surtax upon its stockholders or
members through the medium of permitting
its gains and profits to accumulate instead
of being divided or distributed, there shall

be levied, collected, and paid for each tax-

(27)
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able year upon the net income of such cor-

poration, a tax equal to 25 per centum of the

amount thereof, which shall be in addition

to the tax iml)osed by section 230 of this title

and shall be computed, collected, and paid
upon the same basis and in the same manner
and subject to the same provisions of law,

including penalties, as that tax: Provided,
That if all the stockholders or members of

such corporation agree thereto, the Commis-
sioner may, in lieu of all income, war-profits,

and excess-profits taxes imposed upon the

corporation for the taxable year, tax the

stockholders or members of such corpora-
tion upon their distributive shares in the net
income of the corporation for the taxable
year in the same manner as provided in sub-
division (a) of section 218 in the case of

members of a partnership. The fact that
any corporation is a mere holding company,
or that the gains and profits are permitted
to accumulate beyond the reasonable needs
of the business, shall be prima facie evi-

dence of a purpose to escape the surtax ; but
the fact that the gains and profits are in any
case permitted to accumulate and become
surplus shall not be construed as evidence
of a purpose to escape the tax in such case
unless the Commissioner certifies that in his

opinion such accumulation is unreasonable
for the purposes of the business. When re-

quested by the Commissioner, or any col-

lector, every corporation shall forward to

him a correct statement of such gains and
profits and the names and addresses of the
individuals or shareholders who would be
entitled to the same if divided or distributed,

and of the amounts that would be payable
to each.
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Treasury Regulations 62, promulgated under the

Revenue Act of 1921, provide in part as follows

:

' Art. 351. Profits of corporation taxable

to stockholders.—Where a domestic or for-

eign corporation permits its gains and prof-
its to accumulate for the purpose of pre-
venting the imposition of the surtax upon
such income if distributed to its stockhold-
ers, it shall be subject to an income tax at

25 percent in addition to the taxes imposed
by section 230 of the statute. * * *

Art. 352. Purpose to escape surtax.—Sec-
tion 220 of the statute applies where a cor-

poration is formed or availed of for the pur-
pose of preventing the imposition of the sur-

tax upon its stockholders or members by
permitting its gains and profits to accumu-
late instead of being divided or distributed.

Prima facie evidence of a purpose to escape

the surtax exists where a corporation has
practically no business except holding
stocks, securities, or other property and col-

lecting the income therefrom or where a cor-

poration other than a mere holding company
permits its gains and profits to accumulate
beyond the reasonable needs of the business.

The business of a corporation is not limited

to that which it has previously carried on,

but in general includes any line of business

which it may legitimately undertake. How-
ever, a radical change of business when a

considerable surplus has been accumulated
may afford evidence of a purpose to escape
the surtax. When one corporation owns the

stock of another corporation in the same or

a related line of business and in effect oper-

ates the other corporation, the business of

the latter may be considered in substance
the business of the first corporation. Gains
and i^rofits of the first corporation put into
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the second through the purchase of stock or
otherwise may therefore, if a subsidiary re-

lationship is established, constitute employ-
ment of the income in its own business. To
establish that the business of one corpora-
tion can be regarded as including the busi-

ness of another it is ordinarily essential that

the first corporation own substantially all of

the stock of the second. Investment by a
corporation of its income in stock and secu-

rities of another corporation is not without
anything further to be regarded as employ-
ment of the income in its business.

Art. 353. Unreasonable accumulation of
profits.—An accunmlation of gains and
profits is imreasonable if it is not required

for the purposes of the business, considering

all the circumstances of the case. No at-

tempt can be made to enumerate all the ways
in which gains and profits of a corporation
may be accumulated for the reasonable needs
of the business. Undistributed income is

properly accumulated if invested in in-

creased mventories or additions to plant
reasonably needed by the business. It is

properly accumulated if retained for work-
ing capital required by the business or in

accordance with contract obligations placed
to the credit of a sinking fund for the pur-
pose of retiring bonds issued by the corpo-
ration. In the case of a banking institution

the business of which is to receive and loan
money, using capital, surplus and deposits
for that purpose, undistributed income ac-

tually represented by loans or reasonably
retained for future loans is not accumu-
lated beyond the reasonable needs of the
business. The nature of the investment of
gains and profits is immaterial if they are
not in fact needed in the business.
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